Pace of L ending I ssues Regarding State Revolving Funds

The objective of this advisory report is to place pace of lending issues within a perspective which
encourages State Revolving Funds to maximize present and future environmenta benefits. The issue of
lending pace in the State Revolving Fund (SRF) program is acomplex one, and the criteria devel oped
to measure it can be crafted to measure some of these complex issues aswell. In its 1996 Clean Water
Needs Survey, USEPA estimated the nationwide capital costs digible for Clean Water Act SRF
funding at $139.5 hillion over atwenty-year horizon. The magnitude of needs presents EPA and the
dates with chalenges for managing existing funds.

Evauating whether an SRF program’s lending pace is gppropriate involves measuring not only whether
an SRF has gpplied its resources in an efficient fashion historically but aso whether the SRF istaking dl
steps necessary to ensure program resources will be available to meet identified and documented future
needs. Thisinvolves meeting current needs while ensuring that the SRF is being managed in away
which increases avail able resources to meet pressing environmenta needs in the future.

How Should SRF Funds and Lending Activity Be Measured?

USEPA reports SRF lending activity at approximately 84 percent of available funds! USEPA
measures available funds as federa capitdization grants, sate matching funds, loan repayments,
leveraged bond proceeds and investment earnings net of debt service paid on leveraged and state
match bonds, administrative expenses and funds held in debt service reserves. Among states, lending
activity based on this cash definition of available funds varies, not only because of differing rates of loan
origination but aso because of the different SRF structures in exisence today. It istherefore important
to use an dternative measure that eva uates performance consstently across SRFs. For this purpose,
we suggest an additiona way of measuring SRF pace of lending: abalance sheet view of assats,
ligbilities and SRF program equity againgt which to measure loan activity. This measurement is
illugtrated by the two examples below, which assume a $1,000 federd capitdization grant and a $200
gtate match contribution for both a direct loan program and a program which leverages its capitalization
to provide two times the loans through a cash flow modd!:

! Source: USEPA, Progress of the Clean Water State Revolving Fund Program -- 1998.
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Direct Loan Program L everaged Program

Asets? Licbilities® Assets Ligbilities

Loans $1,200 Equity  $1,200 Loans $2,400 | Bonds $1,200
Equity $1,200

Over time, loan repayments and interest earnings increase cash or investment assets aswell as program
equity. With the leveraged program, as |oans and bonds are repaid, |oan assets decrease, cash,
investments and equity increase and bond ligbilities decrease. With this compre-

hensive look at a program’s baance shest, it is possible to caculate the relevant lending Satistics for
each SRF program, such as loans funded per dollar of equity in the program. For the direct loan
program in this example, the loan to equity retio is 1:1. For the leveraged program, it is 2:1.

This approach ensures that the totality of a SRF s lending activitiesis measured. We have found, for
ingance, that certain SRF loan activities integral to fund management are not included in USEPA’s
accounting of SRF lending asillugtrated by the New Y ork State case study in the Appendix.

Measuring SRF loans againgt fund equity provides an dternative measure from USEPA’s cash
accounting focus. A rough estimate of program equity at the nationd level is $16.98 hillion, which
includes federd capitaization grants and state matching funds contributed to SRFs since 1987 (this
ignores investment income and interest repayments which need to be factored into the equation as well).
Againg this estimated equity base, $22.920 billion of loans have been made through the SRF program
nationwide. This represents a 35% increase in funding over a direct loan or grant program.

Since equity measures an SRF s net worth, reporting lending against program equity provides an
indication of the creetivity and efficiency with which an SRF has been able to gpply SRF assstance
toward environmenta projects. Once dl priority demand has been met by an SRF, fund managers
should be encouraged to maximize earnings within afund. Loan-to-equity ratios will serveasan
incentive to ensure that the maximum amount of SRF funding is made available and is used to fund
eligible projects. Quantifying program equity has the added advantage of helping judge whether a
revolving fund program isworking to internally increase its resources to meet current and future loan

2 Assets constitute financial representations of economic resources owned by an organization or individual.
These are simplified illustrations of assets for a State Revolving Fund which assumes 100% of the SRF's
resources have been converted into loans. In an instance where that is not the case, cash and investments
would also be reflected in the asset side of the ledger, whether the cash or investments are derived from
loan repayments, investment earnings, federal capitalization grants or state contributions.

% Liabilities constitute debt or other legal obligations arising out of transactionsin the past which must be
liguidated, renewed, or refunded at afuture date. Equity or retained earnings comprises the accumulated
earnings of an enterprise or fund which have been retained in the fund and which are not reserved for any
specific purpose. The equity in these simplified examples represents federal grants and state match
contributions.



demand. Thus, this measurement encourages continued SRF innovation and the judicious management
of funds to address unfunded environmentd needs.

A focus on equity aso assstsin measuring the impact of leveraging on SRF lending capacity over the
long-run. While various modes have been st forth for quantifying the impact of leveraging on SRF
loan capacity, ameasure of fund equity factorsin both the impact of inflation on SRF purchasing power
and the cogt of forgone earnings associated with leveraging.

I ncor por ating Time Factor sinto Pace of Lending

Asahigorica measure, USEPA’ s definition of avalable fundsis not able to fully capture the dynamic
nature of SRF lending - i.e. projected loan needs, the availability of additiona federd and state match
funding, projected investment income, etc. Given the current funding methodology for SRFs it is
gppropriate for administrators to manage SRF assets such that interna capitd is generated.

Given the significant mass of unfunded needs, USEPA and the SRFs need to emphasize alonger term
funding timeframe. One approach isto incorporate, in addition to the existing cash-based definition of
avallable funds, an estimate of unfunded environmenta needswithin agtate. This measurement will
capture, in present vaue terms, the gap between project needs (both current and future) against
program equity (both existing and future estimated). This approach is congstent with the planning and
funding methodol ogies used by funds established to meet current and long-term funding requirements,
such as pengon funds.

The smilarities between SRFs and pension funds provide arelevant bass for measuring SRF pace of
lending. SRFs were established to help fund the widespread needs clearly identified by USEPA iniits
Clean Water Needs Survey. To the extent that a state’s SRF equity today falls short of the present
vaue cost of projects which need to be funded by the SRF pursuant to well-researched project costs
such asthe 1996 Clean Water Needs Survey, then the SRF should be focused not only on meeting
current needs but aso on the development of capitd to meet future demand. To the extent that SRFs
show unfunded needs, prudent funds management to increase internaly generated funds, as well as
additiond federd and sate funding isjudtified.

The case sudiesincluded in the Appendix demongtrate the chalenges SRF adminigtrators face in
managing future demand in the face of uncertain future funding levels. The case sudies, however, do
not purport to be exhaugtive in their description of dl variables, including al funds that may be made
available to SRFsin the future for meeting loan demand. One case study illustrates how the State of
Texas ensures congstent funding avallability over along period of time in the absence of additiona
externad funding sources by managing the amount of loans funded in any given year. Other dates, such
as New York, have identified sizegble priority projects in the near future which require resources
beyond those available to the SRF absent Clean Water Act reauthorization.



Cash Balances are Important for SRF Day-to-Day M anagement

Beyond the longer term issues of matching SRF equity with unfunded environmentad mandates, it is
important to recognize that, in the short-term, SRFs need to maintain cash balances for short term
bridge loans and to meet unfunded |oan commitments. Any single cash-based measure of available
funds should not reflect 100 percent commitment of funds. Prudent funds management dictates that
cash on hand be reserved to ensure that 1oan commitments can be funded as promised.  Also, for those
dates that leverage their federal grant and state match funds, cash on hand is arating agency credit

issue which, depending on the leveraging modd used by a particular Sate, can become a Sgnificant
ratings concern.

The stuation in Minnesota illugtrates the problem of only looking at cash balances to judge the
performance of the program. Information provided in USEPA’s “ 1998 Status Report on the SRF
Programs’ indicates that the State of Minnesota has, since July 1, 1987, provided $645.5 million in
CWSRF assistance. The Report dso shows the State with available funds of $733.9 million, leading
the reader to conclude that the SRF had a surplus of funds totaling $88.4 million as of June 30, 1998.
The Report, however, excludes $256 million in projects approved for placement on Minnesotas 1999
IUP for which funding must be available when the projects are ready to proceed. After accounting for
those projects, thereisno red "surplus’ of funds. In fact, the Minnesota SRF will have to secure
further funding up to $167 million to finance these tentative project commitments.

As discussed in the case study in the Appendix, the State of Texas maintains cash on hand to meet loan
obligations between leveraged bond offerings.

Encouraging Demand for SRF L oansto Absorb Available Funds

USEPA has gtated that “In cases where demand for SRF funds falls short of funds available, Regiona
offices need to work with those states to make appropriate changes to the SRF program, including
developing loan programs for nonpoint source and estuary projects, restructuring interest rates and/or
fees, discontinuing the issuance of leveraged bonds, increasing marketing efforts, or providing technica
assgance to help applicants gpply for loans, anong others.”

While these general recommendations may make sense for certain SRFs (particularly those not facing
large unfunded needs), they should not be applied unilaterdly. SRFs have established drict credit
guiddines for loan generation to minimize defaults and ensure corpus integrity. Many nonpoint source
and estuary projects may have dedicated repayment sources which are not fully creditworthy and which
would not be fiscally prudent to include in aloan program. SRF credit guidelines have contributed to
the high credit ratings which SRF bonds enjoy, which in turn reduce interest costs and help ensure long-
term fund availability. Smilarly, restructuring interest rates and fees may jeopardize a program's ability
to meet future demand and congtrain critical management resources.



An advantage of the equity-based performance approach recommended previoudy isthat as SRF
program equity increases, the credit profile of the SRF will strengthen aong with its ability to finance
environmentd activities which on their own might not be as creditworthy. However, only by maintaining
avery strong credit profile for the basic SRF, can more funding for brown- fields, nonpoint source,
estuary systems, watersheds and the like be increasingly attainable.

Conclusion

Innovation, the cornerstone of SRF Programs, has gone along way to provide more funding for the
environment than has been made available through capitaization grants by the federad government and
the states. Our objective, therefore, is to recommend a performance framework which continues to
encourage this record of progress through the creation of capital and the funding of environmentd
priorities today and in the foreseeable future.

Quantitatively, we recommend certain enhancements to the measurement of lending pace. Firs,

cons stent measurement across differently-structured SRFs can be achieved by measuring lending
relative to program equity. Second, the uncertain nature of future federd funding requires that states
manage their SRFs s0 asto ensure that priority projects can be financed now but also in the future. A
historica measurement of fund expenditures which does not account for future needsis in conflict with
the need to fund priority projects. Implementing an unfunded needs measure akin to those used by
pension funds will help EPA and the states measure lending pace against demonstrated needs over a
period of time. A longer term planning mode is more consstent with the planning timeframe used by
most SRF adminigirators today and will assist the SRFs in targeting their scarce resources to maximize
environmenta benefits. Third, the cash definition of available funds should adjust for projects which,
while not funded, have been committed to by a State through its Revolving Fund. The definition of
available funds needs to aso recognize that in managing aloan program SRFs need to maintain certain
levels of cash reserves on hand so that loans can be financed while leveraged bonds are being
structured and sold to the marketplace. Findly, SRF lending criteria should remain focused on the
creditworthiness of revenues dedicated to loan repayment. Thiswill protect federal and state
investment in the environment in the long run and increasingly make funding available for priority
projects with weaker credit profiles.

EFAB presents these considerations and its andlysis of the pace of lending issue in a congtructive and
positive spirit. The Board believes that ongoing and open dia ogue between the states and the Agency
isessentid to continued success of the SRF program.



Appendix

The New York State Revolving Fund Program

USEPA information provided inits* 1998 Status Report on the SRF Programs’ indicates that New
Y ork State has provided $3.519 billion in CWSRF assistance. However, USEPA’ s computer
system does not report short-term loans provided by New Y ork’s CWSRF. New York EFC has
made in excess of $400 million of CWSRF short-term |oans, bringing the State’ s totd loansto
gpproximately $4 billion. With these funds more than 500 loans have been made on behdf of 1,095
projects. (USEPA shows only 334 assistance agreements because it does not include the CWSRF
short-term loans.)

USEPA'’ s report dso shows the amount of assistance provided by the individua states as a percent
of the amount of funds available. Unfortunately, thisis a mideading figure for two reasons. firg, as
noted above, New Y ork’ s figures do not include approximately $400 million of short-term loans—
which, if added to the USEPA numbers would show that New Y ork has used 84 percent of its
funds available, exactly the nationa average; and second, USEPA makes no distinction between
states which leverage their programs and those that do not. As of June 30, 1998, twenty-two states
had leveraged their programs to some degree.

Additional USEPA data show that New Y ork had provided CWSRF assistance equd to 164
percent of capitdization funds avalable. If the CWSRF short-term loans are included, the amount of
assgance that has been provided actudly totals 186 percent of funds available.

New York’s CWSRF currently has substantiad unallocated funds, derived from recycled
capitaization funds and from interest earnings. These monies are invested to earn interest which will
assigt the CWSRF to maintain pace with inflation, and more importantly, have been identified as
required for high priority, high cost projects which will make extraordinary demands on the CWSRF
in the near future. With no current federd authorization of future CWSRF funding, it has been
imperative for New Y ork to manage its CWSRF to ensure that funds will be available for critica
projects when those projects are ready to proceed to construction. Two examples of this sort of
project are the Onondaga County Metro Project which is designed to significantly improve water
qudity in Onondaga Lake, and the Newtown Creek project which will have an important water
quality impact on Long Idand Sound.

Onondaga County Metro/CSO Abatement Plan: Onondaga County has agreed under the terms of
an Amended Consent Judgment (ACJ) to construct a number of projects that will help to
restore Onondaga Lake' swater quaity. Currently, $407 million of Metro projects are listed
on the multi-year project list of the CWSRF Intended Use Plan; the projects will be




of wastewater trestment projects listed in the multi-year project list which are not included in the
ACJ.

New York City - Newtown Creek: The City of New York has agreed, under theterms of a
Modified Judgment on Consent, to upgrade and expand the Newtown Creek Wastewater
Trestment Facility which serves a portion of Manhattan and Brooklyn. Congtruction of the
facility is estimated to cost over $1.5 billion and will be accomplished in four phases garting in
1999 and ending in 2007. In addition, the multi-year project list includes numerous wastewater
treatment projects at various locations throughout New Y ork City, amounting to $3.4 billion.

With no assurance of additiona federd capitaization funds for the CWSRF, New York State is
managing its current CWSRF funds to ensure these projects will receive the financing necessary to
ensure their completion.

The Texas Clean Water State Revolving Fund

The Texas Water Development Board runs a cgpacity mode to determine the level of annud loans
that may occur while maintaining viable program funding at consstent levels over an extended period
(at least 21 years). This, of course, includes maintaining the corpus of the program intact. Lending
capacity would be higher today if additiond federd funding could be assumed, but the Texas
program is constrained by the fact that additiona federa funding cannot be projected beyond the
current reauthorization period. Since maintaining a condstent program over areasonable horizon is
aprincipa objective for Texas, annud lending must be monitored and limited carefully. While the
program is leveraged to fund approximately $332 million per year, actua |oan demand exceeds
$600 million. Clearly, the State of Texas sdf-imposed congtraint on the “pace’ of the overdl
program is based upon the intention of the Clean Water Act to dlow dtatesto leverage ther
programs, but in amanner that is congstent with its long term viability. For Texas, pace is afactor of
future needs as well as current needs.

A second mgor point isthat dl funds were congdered by USEPA in reviewing funding “pace’. This
included leverage bonds as wdll as USEPA funds and state match funds. Texas funds loans with
leverage bond proceeds and other funds on hand when applicants are ready to close on their loans.
Federa funds are drawn after each closing based upon invoices submitted for designated




federa projects. Texaslooksat dl funding sources and maintains a running tally of expected loan
closngs by date. Since funds provided at closing are not derived exclusively from federd funds,
federd funds are only one of many projected income flows considered in determining when and how
much funding is anticipated in a given time horizon. Leverage bond proceeds are used to fill any
gaps between loan demand and available funds. The process of issuing bonds takes 2 to 3 months,
and sufficient bond proceeds are raised each time to meet program needs over the ensuing 6 months.
This requires that Texas Sart the bond leveraging process while funds are till on hand to assure that
loans can continue to close seamlesdy. Under USEPA's existing methodol ogy, funds held on hand
to ensure continuous loan generating capacity between bond issues can mideadingly indicate surplus
funds not used to originate loans.

This however is arequirement of sound financid management to assure that funds are dways
available to close loans (on a continuous basis). In fact, Texas commences issuance of new debt to
fund loans when 80 to 83 percent of funds on hand have been expended




